This study examines the dividend trends of 590 Indian companies over the period 1992-2004 of all manufacturing, non-government, non-financial, and non-banking companies listed on BSE for which there was no missing financial information over the period of the study. Dividend payout has been chosen for the purpose of examining the impact of taxation on dividend policy.
D ividend decision has been a subject of enquiry for the financial analysts, academicians, and researchers for about five decades now. The objective of such a decision is to determine the extent to which the earnings of a company should be distributed as 'dividend' among the shareholders and thereby also ascertain the retained earnings. The dividend decision is an integral part of a company's financial decision-making as it is explicitly related to the other two major decisions -investment and financing decision.
Corporate taxation influences the dividend decision in more than one way. On the one hand, it influences the net income-after-tax of the company, which, in turn, determines the capacity of the company to pay dividends, and, on the other hand, it may have implications for the net value received by the shareholders. In this sense, the structure and the rate of corporate tax play an important role in determining the dividend policy. Corporate tax is levied on the income of the company and corporate dividend tax, which is a form of corporate tax, is levied on the amount of dividend declared, distributed or paid by the company.
In most of the countries, corporate tax has been in the form of tax levied on net profits/earnings of the company. However, in India, tax is also levied on the dividend paid by the company or what is termed as dividend tax.
A zero-dividend payout is not uncommon for young rapidly growing companies with good investment opportunities (Hindustan Times, 2003) . On an average, dividend payout in the US 1 has decreased to 30 per cent at present from 60 per cent 30 years ago. However, companies may also be discouraged from paying higher dividends when these are doubly taxed once in the hands of the company and again in the hands of the shareholders. Tax exemption is desirable on both dividends and capital gains that reflect primarily the retained earnings of the company.
There is a school of thought that argues for tax exemption for dividend income. The basis of their argument is that taxation of dividend income amounts to double taxation. The rationale behind this claim is that corporate profits are subject to corporate tax. Since dividends are paid out of profits, the argument is that the personal income tax paid on dividend income amounts to a second tax on corporate profits.
This logic is challenged on two grounds. First, there is a legal and logical distinction between the corporation as an entity and the individual shareholders who own the company. Second, the tax rates currently in place were set with the knowledge that there was taxation both at the corporate and the individual level. This means that if there was a moral objection to 'double taxation,' then, the remedial action would also require an increase in the corporate tax rate.
On the first point, a corporation is an entity apart from its shareholders for reasons that have historically been quite important. The law has, in effect, recognized corporations as legal entities that are distinct from the individuals who happen to own its stock. This is an important privilege granted by the government for many reasons. First, the limited liability provided to shareholders means that a corporation might end up imposing damage to others in pursuit of profit without the individual shareholders being held accountable. Without the privilege of limited liability granted by the government, every shareholder could be held fully responsible for all claims against the company.
A second important benefit associated with the corporate form is that the corporation can act as a legal individual without directly involving its owners. This can be advantageous to individuals who may wish to earn profit from activities that they would prefer not to be publicly associated with such as manufacturing guns, selling tobacco, etc. The corporate form allows individuals to profit from actions that may be viewed by some as otherwise questionable while preserving their anonymity.
There are other benefits associated with the legal privilege of incorporation but the best evidence of the value to the individual shareholders of having corporations as separate entities is the fact that corporations exist. Individuals choose to set up corporations (with full knowledge of the tax laws) because they view the benefits as outweighing the costs. The shareholders who feel that the corporate tax is too great a burden have the option of choosing a partnership or a sole proprietary form of business set-up. In this case, their income would only be subject to personal income tax. The decision to create a corporation is a proof of the fact that the benefits associated with this status outweigh the costs in having corporate income subject to taxation.
Since the corporation is legally and logically a separate legal entity from its shareholders, there is no logic in the claim that the taxation of dividends amounts to double taxation. The corporation is subject to taxation in exchange for the privileges granted to it by the government. The shareholders are subject to tax on their dividend income just as employees are subject to tax on their salary income. The same income-that is, income to the same people or entity -is not being taxed twice. Beyond this logical point on double taxation, there is the obvious practical point that while setting the corporate tax rate, the government has been well aware of the fact that dividends are subject to taxation. In other words, the corporate tax rate was set at its current level with the expectation that the portion of profits paid out as dividends would also be subject to taxation. If there is a concern now that the taxation of dividends is an inappropriate form of double taxation, then the remedy should include raising the corporate tax rate. If the purpose of a cut in the tax rate on dividends was simply to eliminate the 'double taxation' of dividends, then it would be coupled with an increase in the corporate tax rate. If there is no accompanying increase in the corporate tax rate, then the intention must be to increase the amount of money going to the relatively small number of families who have a significant dividend income.
Thus, the claim that dividends are subject to double taxation is questionable. In the Indian context, the imposition of corporate dividend tax on companies making payment of dividends has in a way resulted in the increase of the corporate tax rate on that portion of the corporate profit which is distributed among the shareholders. In other words, corporate profits which are retained are subjected to a lower rate of corporate tax as compared to the corporate profits that are distributed.
HISTORICAL BACKGROUND ON DIVIDEND TAXATION
Till the year 1958-59, an imputation system of taxation was followed in India with respect to dividends. According to this system, the dividend received by the shareholders was included in their income after being grossed up and the shareholders were granted credit with respect to the amount deemed to have been paid by the company on their behalf. In other words, shareholders had to pay tax on dividend at the rate applicable to them but the government credited the tax paid by the company on this part of income to the investors. Thus, that part of the corporate earnings, which was declared as dividend, was taxed only in the hands of investors. This system of single taxation on dividend was abolished in 1959-60 2 and dividends were taxed for the second time separately in the hands of shareholders. Over the years, the investors and the corporate sector complained to the government against double taxation of income and the government eventually provided a partial relief to shareholders having low amount of dividend income in the form of deduction under Section 80L from the year 1968-69. As per Section 80L 3 of the Income Tax Act, 1961, non-corporate individual shareholders were granted relief on dividend and certain other income like interest received from government securities, bank deposits, etc., subject to a ceiling. The limit, which was increased from time to time, stood at Rs. 12,000 in 1997. In this way, small investors whose income included income from different eligible savings including investments in shares were not required to pay any tax on their income if the total income from all such savings was below Rs. 12,000. Dividend income in excess of this limit was taxed under the normal rate applicable to the investors. The rate of tax ranged from 15 per cent to 40 per cent as of 1997 (10% to 30% from 1998 to 2004) depending on the tax bracket in which the income of the investor fell. 4 Companies having dividend income also enjoyed relief in the form of Section 80M from the financial year 1968-69. According to this section, in case a company received dividend income from another company and also declared dividend to its shareholders, the positive difference between the dividend inflow and the dividend outflow alone was recognized as an income for the company. In other words, if the amount of dividends paid by a company exceeded its dividend income, the dividend income was exempted from tax.
To summarize, till 1997, dividend income was taxed in the hands of the shareholders subject to a small relief available to the small investors.
INTRODUCTION OF CORPORATE DIVIDEND TAX
Both the investors and the corporate sector were expecting the abolition of double taxation on dividend income ever since the Government of India had initiated financial reforms in 1991. In the budget of 1997, the Finance Minister announced the abolition of tax on dividend income in the hands of the shareholders. However, the budget proposed a new tax on the companies when they declared, distributed or paid dividend. While proposing this new 'corporate dividend tax,' the government had
stated that the objective of this tax was to discourage companies from increasing the dividend outflow significantly leading to lower capital formation. While the new tax system exempted the investors from direct payment of any tax on dividend, it required an indirect payment of tax on dividend at a prescribed rate. It is difficult to determine whether the tax department collected a higher amount from dividend distribution tax compared to the earlier regime. There is no published data available on the amount raised by the government through tax on dividend income when the recipient shareholders paid tax on it. But, because of the exemption limits for tax payers in the lower income levels and poor personal tax administration, the revenue under the earlier system of taxation would be lower than that collected under the new system. Since the new tax system shifted the responsibility of paying tax to the companies, administration of the tax on dividend has now become more efficient and effective.
While double taxation of dividends is pervasive, partial to full relief from this is prevalent in some countries. In most countries, the shareholders have to pay taxes on the dividends received.
The corporate dividend tax aimed to improve economic growth and flexibility by eliminating the tax bias against equity-financed investments thereby promoting saving and investment. The new system aimed at reducing the tax bias against capital gains in the earlier tax system encouraging investment and enhancing the longterm growth potential of the Indian economy.
Dividend exclusion, combined with the elimination of the double taxation of retained earnings, 5 provides an important step toward reducing tax-based distortions of economic decisions. The change in dividend taxation has implications for dividend payout policy, debt versus equity financing, organizational form (including corporate governance), and current versus future consumption (i.e., saving). A neutral tax policy toward dividends would also provide important benefits for corporate governance. Reducing tax barriers to dividend payments would help provide investors with improved information about the corporate prospects and reduce the tax-motivated buildup of cash left to the managers' discretion. Recognition of the desirability of providing relief from double tax on corporate income is not new. The impetus behind the past proposals to integrate the individual and the corporate taxes was to reduce the economic distortions created by the double tax on corporate income.
In addition, higher investment due to the lower tax on capital income would promote higher wages in the long run. The proposal would also be expected to enhance near-term economic growth.
While the earlier policy called for tax payments to be made by investors based on the marginal tax rates applicable to them, the new policy taxed the dividends of the companies at a uniform rate. The investors now received their dividends 'tax-free' in the sense that they need not declare their income from dividends in their tax returns or pay a tax on them. In fact, the investors are implicitly paying a tax since the company pays the dividend tax and this reduces the amount of funds available for dividend payment by the company.
Main Provisions Relating to Corporate Dividend Tax
The following are the salient features of corporate dividend tax as per Section 115-0 of the Income Tax Act, 1961:
• Corporate dividend tax is in addition to the corporate tax paid by the company on its profits.
• Such taxes are levied on any amount declared, distributed or paid by the domestic company (in India by way of dividends in cash).
• The dividend may be declared out of current or accumulated profits.
• Corporate dividend tax is payable even if no corporate tax is payable by a company or its income.
• The principal officer of the domestic company and the company shall be liable to pay the tax on distributed profits to the credit of the central government within 14 days from the date of declaration, distribution or payment of any dividend whichever is the earliest.
• The tax on distributed profits so paid by the company shall be treated as the final payment of tax in respect of the amount declared, distributed or paid as dividends and no further credit, therefore, shall be claimed by the company or by any other person in respect of the amount of tax so paid.
• No deduction under any other provision of Income Tax Act, 1961, shall be allowed to the company or a shareholder in respect of the amount which has been charged to tax or the tax thereon. Thus, the above provisions are mandatory and binding on the companies in order to avoid payment of penal interest and other stringent aspects of law.
OBJECTIVE OF THE STUDY
The present study makes an attempt to understand the impact of tax regime change on dividend payout ratio among the sample companies over the period of study. Its main objective is to analyse the implication of the introduction of corporate dividend tax in terms of dividend payout of the Indian companies. The study primarily addresses itself to issues relating to dividend assessment, dividend policy, and management of dividend payout that emanates from the changing environment of tax policy. Attempt has been made to take a holistic view of the issues relating to the dividend policy by adopting a systematic approach to analysis of dividend payouts. The study seeks to test the following hypotheses:
There is no difference between the average dividend payout percentage between the two periods, i.e., before the introduction of dividend tax and thereafter.
REVIEW OF LITERATURE
There are variations in the tax codes across countries. In many countries, the corporate source of income (dividend and capital gains) is subjected to double taxation. The double taxation of corporate income has been criticized on the following grounds:
• It distorts the allocation of capital and other resources between corporate and non-corporate forms of business (Harberger, 1962; Ballentine and McLure, 1980 ). • It encourages high profit retention and thus avoids the test of marketplace (Poterba, 1987) . • It encourages debt over equity financing (Litzenberger and Van Horne, 1978) .
• It increases the cost of equity financing and thus reduces investment and capital formation (Poterba and Summers, 1985) . There are primarily two views on dividend taxation. As per one view, the dividend policy including the tax factor is irrelevant, i.e., it has no influence on the value of the company. The alternate view holds that dividend decision is, in fact, relevant and does affect the shareholders' wealth.
Irrelevance of Dividends
In a world with no taxes, the Miller and Modigliani (1961) proposition suggests that dividend policy is irrelevant to the value of the company. However, when personal taxes are introduced with a capital gains rate, which is less than the rate on ordinary income, the picture changes. Friend and Puckett (1964) use crosssection data to test the effect of dividend payout on share value and find that the value of the company is independent of dividend yield. The Black and Scholes (1974) study presents strong empirical evidence that the beforetax returns on common stocks are unrelated to corporate dividend payout policy. They adjust for risks by using the capital asset pricing model (CAPM) and come up with a strong conclusion that it is not possible to demonstrate, even by using the best empirical methods, that the expected returns on high yield common stocks differ from the expected returns on low yield common stocks either before or after taxes. Miller and Scholes (1977) argue that even with the existing laws (where the tax on ordinary personal income is greater than the capital gains tax), there is no need for the individuals ever to pay more than the capital gains rate on dividends. The implication is that individuals could be indifferent towards payments in the form of dividends or capital gains (if the company decides to repurchase shares). Thus, the companies' value will be unrelated to its dividend policy. Both the Friend and Puckett (1964) and Black and Scholes (1974) studies tend to support the conclusion that the value of the company is independent of the dividend yield.
Relevance of Dividends
Before 1997, there was double taxation of profit earned by the companies once in the hands of the company through corporate tax and then in the hands of the investors in the form of income tax. In such a case, the investor should prefer to get less dividend paid and the earnings to be retained by the company as they can always get the amount by selling the shares in the equity market in the form of 'home made dividend' (Black, 1976) . Taking this argument, the taxation policy is considered a key determinant of dividend payout in the developed countries and the dividend decision is a relevant decision (Short, Keasey and Duxbury, 2002) .
Three important studies (Bhattacharya, 1979; Miller and Rock, 1985; and John and William, 1985) focusing on the relationship between dividend payout and corporate tax questioned the rationale of the old view that dividend taxation affects the shareholders' optimal dividend payout ratios. Dividend results in an immediate tax liability for shareholders. These studies empha-sized the need to distribute dividend even if it leads to higher tax liabilities for shareholders. The primary explanation for this was that dividend sends a signal to the shareholders about the future prospects of the company. Another study (Hakansson, 1982) strengthened the view that "the raising and lowering of dividends communicates information (to shareholders) over and beyond what is provided by earnings reports, forecasts, and other announcements." However, no study seems to have any explanation as to why dividends are better (and more expensive!) signals regarding future prospects (Black and Scholes, 1974; Black, 1976; and Ambarish, et al., 1987) .
Another rationale behind dividend distribution in spite of tax implication is provided by the view that shareholders are not sufficiently well informed about whether or not management is acting in their best interests (Crockett and Friend, 1988) . Dividend distribution is further justified in the study by Easterbrook (1984) . He observed that dividend payouts ensure that companies go to the capital markets to seek funds for new capital requirements. Market mechanisms ensure that managers are acting in the best interests of shareholders. Ofer and Thakor (1987) offer another explanation for dividend distribution: If managers are shareholders, they personally prefer dividends to share repurchases since most companies forbid managers from tendering their shares. Thus, the only way managers can get cash disbursement from their shares is through dividends and they may be willing to impose a tax cost on other shareholders (and themselves) to get the cash.
Perhaps the most widely tested explanation of dividends is known as the clientele hypothesis (Gordon and Bradford, 1980) . Some important groups of shareholders may prefer dividends to capital gains because dividends provide cash flow and, for these shareholders, there is little or no tax advantage from capital gains. The most important group comprises the non-taxable institutions but individuals with low marginal tax rates and other corporate shareholders are also in the 'low-tax clientele.' These shareholders will own stocks in the companies with high dividend payout ratios while other shareholders (the 'high-tax clientele') will invest in companies with low payout ratios. Empirical evidence regarding the clientele hypothesis has been mixed. Studies that find clientele effects include Pettit (1977) , Gordon and Bradford (1980), and Scholz (1989) . The studies providing contradictory evidence include Long (1978) , Ramaswamy (1979, 1982) , Hess (1982) , Auerbach (1983) , Poterba and Summers (1984) , Poterba (1987) , and Blume and Friend (1987) .
The contemporary literature on dividend policy offers evidence of irrelevance of dividend tax in dividend policy. It is argued that dividend taxes get capitalized into the value of the company (King, 1977 and Bradford, 1981) . The major drawback in this theory is that it fails to deal adequately with the possibility of periodic share repurchases. However, contradictory empirical evidence is provided by the study of Poterba and Summers (1985) . The controversy between these views continues to be the main focus of research on dividend taxation.
In India, this issue has not received adequate attention of researchers so far. It is Lintner's model (1956) which has been the focus of empirical studies in the Indian context. Much work does not seem to have been carried out on other aspects of dividend policy in India. However, a few studies have been carried out including those of Majumdar (1959) , Nigam and Joshi (1961) , Purnanandam (1966) , Rao and Sharma (1971) , Gupta (1973) , Krishnamurthy and Shastry (1975) , Dhameja (1976) , Murty (1976) , Bhat and Pandey (1994) , Ojha (1978) , Khurana (1980) , and Mishra and Narender (1996) . Most of these studies have primarily focused on identifying the factors influencing dividend payouts in the Indian corporate sector and only indirect references have been made to the impact of tax on dividend policy. However, Narasimhan and Asha (1997) discuss the impact of dividend tax on dividend policy of companies. They observe that the uniform tax rate of 10 per cent on dividend as proposed by the Union Budget, 1997-98, alters the demand of investors in favour of high payouts rather than low payouts as the capital gains are taxed at 20 per cent in the said period. A study by Reddy (2002) has shown that the trade-off or tax preference theory does not appear to hold true in the Indian context. Another study by Narasimhan and Krishnamurti (2004) finds no clear evidence that companies altered their dividend payout policy in response to the introduction of corporate dividend tax in India.
Being able to precisely spell out the relation between corporate tax and dividend policy would be advantageous to most of the diverse groups which are likely to be affected in the process. For instance, the shareholders may be able to understand the dividend behaviour of a company in response to any proposed change in corporate taxation. In addition, the shareholders may be able to anticipate the amount which they are likely to receive as dividend. It will also help the management in identifying and evaluating potential growth strategies, expansion opportunities or prepare a defense against possible future adverse developments. As far as the policy-makers are concerned, the study may provide the much needed respite that introduction of corporate dividend tax in India in 1997 has contributed positively towards the declaration of dividends.
The change in tax policy with respect to dividends can be considered as an interesting experiment in corporate finance with few parallels. The policy change may have a bearing on the wealth of investors on the one hand and the cost of equity of the companies on the other. This may, in turn, influence dividend payout policy and capital structure of the companies.
RESEARCH METHODOLOGY
The present study employs a research design by information which is collected from the electronic database for selected variables, classified, and thereafter tested statistically. This provides an overview of the practices that are prevalent in the Indian corporate world.
Sources of Data
The study is based primarily on the data collected from the Centre for Monitoring Indian Economy (CMIE) Prowess database. The data for the sample companies as obtained from CMIE are supplemented with information from various financial dailies, business magazine reports, industry reports, annual reports of the companies, websites, etc.
Sample Selection and Period of the Study
The data used in this study relate to those manufacturing companies listed on the Bombay Stock Exchange (BSE) for which the data are available in the Prowess database. The analysis is confined to the BSE listed companies only because all the listed companies are required to follow the norms set by SEBI for financial reporting. Another reason for the selection was the fact that BSE has the second largest number of domestic quoted companies on any stock exchange in the world after NYSE and has more quoted companies than either the London or the Tokyo Stock Exchange. The period of the study is from 1991-92 to [2003] [2004] . However, for the sake of simplicity, the financial year 1991-92 will henceforth be referred to as 1992 and the financial year 2003-04 will accordingly be referred to as 2004. There are two basic reasons behind the selection of this period for the study. This period relates to the post-liberalization era for the Indian economy and is thus more relevant for examining corporate behaviour. Also, this is the period for which maximum financial information is available in the database.
For constructing the data sample, to begin with, all manufacturing companies (5,005) in the Prowess database were taken into consideration. Public sector companies were excluded as their policies were highly influenced by social obligations and policy decisions of the government. Financial (including banking) companies and utilities were also excluded because their strategic decisions were highly constrained by the external forces including regulation. Besides, 3,040 companies all of which were manufacturing, non-government, non-financial, non-banking, and listed on the BSE, were left out. The analysis was further restricted to companies that had no missing data for sales over the period of study (i.e., those companies had been taken which continued to exist throughout the period of study and for which financial information was available in the database). The basic idea was to get a sample of those companies which might or might not have declared dividend in any particular year but which had financial information coverage in the database for all financial years over the period of study. The final sample of this research study thus consisted of 590 companies.
Classification of Sample Companies
Business policies and practices are the outcome of the complex interplay of environmental factors that have a bearing on the specific business activity. In this context, it is essential to understand the basic characteristic features of the sample companies that define the dividend profile of these companies. Therefore, profiling of the sample companies is essential in order to understand the rationale behind a given business practice. For the purpose of analysing the trends, the sample was classified on the basis of dividend history, industry, and size of the company.
Dividend History
The sample companies were categorized as payers and non-payers for each year over the period of study. Payers in a given year were those companies that had paid dividend in that year whereas non-payers were those companies which had not paid dividend in that year.
Payers were further classified into regular payers, initiators, and current payers. Regular payers were those companies that had paid dividend regularly without ever skipping the payments throughout the period of the study. Initiators, on the other hand, referred to those companies that had declared a maiden dividend in the year under study. Current payers were those companies that were neither regular payers nor initiators but had declared dividend in the year under study.
Non-payers were further categorized as never paid, former payers, and current non-payers. Never paid companies were those that had never paid a single dividend during 1992-2004. Former payers included those companies which had paid dividend at some previous point but had not paid any dividend during the period under study. Current non-payers were those companies which were neither former payers nor were in the never paid category in any of the years under study.
Industry
The sample companies were classified into 12 industries according to the industry classification used by CMIE in the Prowess database. The industries studied and the number of companies selected in each industry are given in Table 1 .
Size
The sample companies have been classified into three groups on the basis of size, namely, small, medium, and large. The basis of classification was average total assets, i.e., asset composition, for the period 1992-2004. The sample companies were also classified according to sales and market capitalization. Since the results of the analysis as per the three classifications were more or less similar, classification on only one basis, i.e., average total assets, was included as part of the final analysis.
The number of companies that fall in each category as per average total assets is given in Table 2 .
Phases in the Study Period
It is important to divide the sample period on the basis of applicability of the alternate tax regime. Accordingly, the period of the study was divided into two phases. Phase I comprises the period between 1991-92 and 1995-96 (i.e., the pre-dividend tax phase) and phase II comprises the period between 1996-97 and 2003-04 (i.e., the post-dividend tax phase). At the time this study was undertaken and completed, the data were available till the financial year 2003-04.
Methodology
The data collected relating to the sample companies were analysed using various statistical techniques such as correlation, t-test, etc., to study the impact of the tax regime change on dividends (i.e., dividend payout ratio). Dividend payout ratio (DPR) shows the percentage share of profit-after-tax which is distributed to the shareholders as dividend. DPR is computed as: DPR j,t = DPS j,t EPS j,t where, DPR j,t is dividend payout ratio DPS j,t is the amount of dividend per share paid by company j in year t; EPS j,t refers to earnings per share for company j in year t. DPR relates the dividend paid to the capacity to pay dividends which is determined by profits. It is computed by dividing the amount of dividend per share with the earnings per share of each company in each financial year. Average DPR has been computed by aggregating the computed value of dividend payout ratio by each company in each financial year falling in the period of study and thereafter dividing the grand total by the number of financial years under consideration. The data pertaining to DPR have been adjusted for bonus and rights issues as explained in the following section: 
Adjustment for Bonus Shares
The issue of fully paid bonus shares does not involve any additional payment on the part of the shareholders. They are entitled to receive dividends on these shares in the same manner as on the shares they have subscribed to. Accordingly, dividends and market value of their investment from year to year should refer to their total holdings including bonus shares. This necessitates bonus share adjustment (referred to as 'bonus adjustment factor') in DPR. For instance, a company issued one bonus share for every two shares held. The bonus adjustment factor would be 3/2 (number of equity shares after bonus issues divided by the number of equity shares before bonus issue). Assuming further that the same company made another issue of bonus share in the ratio of 2:3 in the subsequent year, the bonus adjustment factor, after the second bonus issue, would be 15/6 (i.e., 3/2 multiplied by 5/3). Similarly, the adjustment for subsequent bonus issue is to be made. Data in the present study have been accordingly adjusted. It may be noted that, in every case of bonus issue, the bonus-adjusted factor has been applied from the year when bonus shares were entitled to receive dividends.
Adjustment for Rights Issue
It is usual for companies to fix the price of rights shares lower than the prevailing market price as an incentive to the existing equity-holders to subscribe to the additional shares. In other words, rights shares carry market value. Assume that the ruling market price of a company's equity share with a face value of Rs. 10 is Rs. 60. At this stage, the company makes an offer of rights issue at a premium of Rs. 30 to its shareholders in the ratio of 1:4. Given these facts, the ex-rights price of the share works out to be Rs. 56 (Rs. 60 × 4 + Rs. 40 ×1 divided by 5). Thus, the ex-rights price of the share becomes Rs. 56 and the market value of the 'rights' is Rs. 4 (Rs. 60 -Rs. 56). The shareholder can use the value of 'rights' for buying additional shares at ex-rights price. Assuming the shareholder sells the rights and reinvests the price, his original holding of one share becomes 60/56 (1 + Rs. 4/Rs. 56). Accordingly, rights adjustment factor would be 60/56 if the company makes rights issue in the subsequent year(s). The adjustment factor will be worked out in a similar manner. Dividends paid in the study have been adjusted by the 'rights adjustment factor.' In case the company makes bonus and rights issues during the period under consideration, DPR has been adjusted for both. However, no such adjustment is needed where the ruling market price of a share happens to be equal or below the issue price of the rights shares as, in such a situation, the value of 'rights' will be zero.
Determination of Market Price
Since the stock market is always in a state of flux and price fluctuations are considerable, the average price of the share derived from the financial year high and low has been considered for this study. This price, often called the mid-range price, quite closely approximates the average based on more frequently collected price quotations such as daily, weekly or monthly price (Gupta, 1981) .
EMPIRICAL RESULTS
This study examines the dividend behaviour of the Indian companies over the period 1991-92 to 2003-04 and attempts to explain the observed behaviour with the help of the trade-off theory. According to the trade-off theory, favourable dividends tax should lead to higher payouts. An attempt has been made to analyse the impact of a change in the tax regime on the dividend policies of the sample companies selected from the Indian corporate sector.
Average DPR has been studied for the purpose of analysing corporate dividends in India over the period of study for the sample companies. This ratio relates the dividend paid to the capacity to pay dividends, which is determined by profits.
The analysis under this section is done in three ways: for the entire period of study, for the immediate one year before and after the tax regime change, and for a period of three years immediately before and after the tax regime change.
Dividend Payout under Alternate Tax Regime
The analysis of the influence of change in the tax regime on dividend payout shows that the average payout percentage has increased from 31.33 to 47.05 (Table 3) . Mimicking the trends for total companies, regular payers have registered higher payout percentage. The t-test for the paired samples shows that these differences are statistically significant at 1% level of significance (Table 3) .
In sum, it can be inferred from the above that the tax regime change has influenced the dividend behaviour of the Indian companies and that the trade-off theory (i.e., favourable dividend tax should lead to higher dividend payouts) does hold true in the Indian context.
As far as the industry-wise analysis of the tax regime change is concerned (Table 4) , it may be observed that the least variation in average DPR occurs in the case of miscellaneous manufacturing industry, i.e., from 21 per cent before to 24 per cent after the introduction of dividend tax. The highest variation in average is found in the machinery industry-from 30 per cent to 58 per cent. The results of two sample paired t-test indicate high industry-wise variations leading to a significant value of t at 1% level of significance only in the chemical and machinery industries.
In the case of regular payers, the industry-wise analysis (Table 5 ) reveals that the least variation in average DPR occurs in the miscellaneous manufacturing industry -from 41 per cent before to 48 per cent after the introduction of dividend tax. The highest variation in average DPR ratio occurs in the machinery industry -from 36 per cent before to 115 per cent after the introduction of dividend tax. The results of two sample paired t-test indicate high industry-wise variations leading to an insignificant value of t at 5% level of significance only in the case of diversified, metals, agricultural, and food and beverages industries.
As far as the size-wise analysis (Table 6 ) of the tax regime change is concerned, a lower variation in average DPR is observed in the case of medium-sized companies -from 32 per cent before to 48 per cent after the introduction of dividend tax as compared to the largesized companies which recorded a rise from 32 per cent to 62 per cent in the two periods. In the case of smallsized companies, the average DPR has actually declined from 27 per cent before to 23 per cent after the introduction of dividend tax. The results of two sample paired t-test indicate a significant value of t at 1% level of significance both in the case of medium-and large-sized companies. However, in the case of small companies, the value of t is insignificant at 5% level of significance leading to the finding that there is no significant difference between the average dividend payout ratio in the two periods, i.e., before the introduction of dividend tax and thereafter. Mimicking the trends of total sample companies, the size-wise analysis of regular payers (Table 7) reveals that the lower variation in average DPR occurs in the case of small companies -from 40 per cent before to 54 per cent after the introduction of dividend tax as compared to the large companies where it rose from 33 per cent to 94 per cent. The results of two sample paired t-test indicate a significant value of t at 1% level of significance both in the case of medium-and large-sized companies. However, in the case of small companies, the value of t is insignificant at 5% level of significance leading to the finding that there is no significant difference between the average DPR in the two periods, i.e., before the introduction of dividend tax and thereafter. 
Dividend Payout under Alternate Tax Regime for Immediate One Year
The analysis of the influence of the change in tax regime on dividend payout for immediate one-year period (i.e., 1996 for before the introduction of dividend tax and 1997 for after the introduction of dividend tax) shows that average payout percentage has increased from 39 per cent to 46 per cent (Table 8) . Mimicking the trends for total companies, regular payers have registered higher payout percentage. However, t-test of the paired sample shows that these differences are statistically not significant in the case of total companies. Alternately, in the case of regular payers, t-test of paired samples shows that these differences are statistically significant at 5% level (Table 8) .
As far as the industry-wise analysis (Table 9 ) of the tax regime change for the immediate one year is concerned, it may be observed that the least variation in average DPR occurs in the case of chemical industryfrom 35 per cent before to 36 per cent after the introduction of dividend tax. The highest variation in average DPR occurs in the machinery industry -from 32 per cent to 57 per cent. The results of two sample paired ttest indicate high industry-wise variations leading to significant value of t at 5% level of significance only in the case of transport equipment industry.
From the industry-wise analysis of the regular payers (Table 10) , it may be observed that the least variation in average DPR occurs in the case of chemical industry -from 48 per cent before to 49 per cent after the introduction of dividend tax. The highest variation in average DPR occurs in the case of machinery industry -from 42 per cent to 68 per cent. The results of two sample paired t-test indicate high industry-wise variations leading to a significant value of t at 5% level of significance only in the case of diversified and plastics and rubber industries and at 1% level of significance in the case of non-metallic mineral products industry. As far as the size-wise analysis (Table 11 ) of tax regime change of the immediate one year is concerned, it may be observed that the lower variation in average DPR occurs in the case of small-sized companies -from 31 per cent to 32 per cent as compared to the mediumsized companies where it increased from 38 per cent to 49 per cent. The results of two sample paired t-test indicate an insignificant value of t at 5% level of significance for all the three sized companies leading to the finding that there is no significant difference between the average DPR in the two periods, i.e., before the introduction of dividend tax and thereafter.
Mimicking the trends of the total sample companies, in the case of size-wise analysis of regular payers (Table 12) , it may be observed that the average dividend payout ratio has actually declined in the case of smallsized companies -from 61 per cent to 55 per cent as compared to the medium-sized companies where it rose from 39 per cent before to 51 per cent after the introduction of dividend tax. The results of two sample paired t-test indicate a significant value of t at 5% level of significance only in the case of large-sized companies. However, in the case of small-and medium-sized companies, the value of t is insignificant at 5% level of significance leading to the finding that there is no significant difference between the average DPR in the two periods, i.e., before the introduction of dividend tax and thereafter.
Dividend Payout under Alternate Tax Regime for Immediate Three years
The analysis of the influence of change in the tax regime , 1997-99 in the new rule era and 1994-96 in the prerule change era) shows that average payout has increased from 33 per cent to 44 per cent (Table 13) .
Mimicking the trends for all the companies, regular payers have registered higher payout percentage. However, the paired samples t-test shows that these differences are statistically significant at 1% level (Table 13 ).
In sum, it can be inferred from the present study that tax regime changes have influenced the dividend behaviour of the Indian companies and that the trade-off theory does hold true in the Indian context. As far as the industry-wise analysis (Table 14) of tax regime change for the immediate three-year period (i.e., 1997-99 in the new rule era and 1994-96 in the prerule change era) is concerned, it may be observed that the least variation in average DPR occurs in the case of miscellaneous manufacturing industry -from 19 per cent before to 23 per cent after the introduction of dividend tax. The highest variation in average DPR occurs in the food and beverages industry -from 51 per cent before the introduction of dividend tax to 77 per cent. The results of the two samples paired t-test indicate high industry-wise variations leading to a significant value of t at 5% level of significance only in the case of transport, paper, and machinery industries. In the case of regular payers, industry-wise analysis (Table 15 ) reveals the least variation in average DPR in the case of metal and metal products industry -from 29 per cent before to 33 per cent after the introduction of dividend tax and the highest variation in the chemical industry -from 37 per cent to 80 per cent. The results of the two sample paired t-test indicate high industrywise variations leading to an insignificant value of t at 5 per cent level of significance only in the case of diversified, metals, agricultural, chemical, plastics and rubber, and food and beverages industries.
In terms of the size-wise analysis (Table 16 ) of the tax regime change for the immediate three-year period (i.e., 1997-99 in the new rule era and 1994-96 in the prerule change era), there was no variation in average DPR in the small-sized companies whereas in the large-sized companies, the increase was from 36 per cent before the introduction of dividend tax to 52 per cent after the introduction of dividend tax. In the case of mediumsized companies, the average DPR increased from 35 per cent before to 47 per cent after the introduction of dividend tax. The results of the two sample paired t-test indicate a significant value of t at 1% level of significance only in the case of medium-sized companies. However, in the case of large-and small-sized companies, the value of t is insignificant at 5% level of significance leading to the finding that there is no significant difference between the average DPR in the two periods, i.e., before the introduction of dividend tax and thereafter.
Mimicking the trends of total sample companies, the size-wise analysis of regular payers (Table 17) reveals that the lower variation in average DPR occurs in the case of small-sized companies -from 43 per cent before to 52 per cent after the introduction of dividend tax as compared to the large-sized companies where it increased from 36 per cent to 69 per cent. The results of the two sample paired t-test indicate a significant value of t at 5% level of significance in the case of largesized companies and at 1% level of significance in the case of medium-sized companies. However, in the case of small-sized companies, the value of t is insignificant at 5 per cent level of significance leading to the finding that there is no significant difference between the average DPR in the two periods, i.e., before the introduction of dividend tax and thereafter.
SUMMARY AND CONCLUSIONS
According to the tax preference or the trade-off theory, favourable dividends tax should lead to higher payouts. The Union Budget, 1996-97, made dividends taxable in the hands of the companies paying them and not in the hands of the investors receiving them. The corporate dividend tax aimed at improving the economic growth and flexibility by eliminating the tax bias against equityfinanced investments thereby promoting saving and investment. The new system aimed at reducing the tax bias against capital gains in the earlier tax system, encouraging investment, and enhancing the long-term growth potential of the Indian economy. As compared to the earlier tax regime where the recipient shareholder paid tax on dividend received primarily on the basis of marginal tax slab rate applicable to him/her (varying between 0% to 30%), in the current structure of corporate dividend tax, the dividend paying companies paid dividend tax at a flat rate of 12.5 per cent in the financial year 2005-06. Implicitly, the present corporate dividend tax regime can be termed as a more favourable tax policy. The empirical findings of the influence of the change in tax regime on the dividend behaviour suggest that the trade-off or the tax preference theory does appear to hold true in the Indian context in the case of both the total sample companies as well as the regular payers. While in the case of total sample companies, the results are significant for the entire period of study and immediate three year period, in the case of regular payers, the results are significant for all the three time periods analysed. Though the results are somewhat mixed, it can be largely inferred that there is significant difference in the average dividend payout ratio in the two different tax regimes. In addition, wide industry-wise and size-wise variations in empirical findings are visible over the period of study. If we live thinking of ourselves all the time, our life will seem short, it starts with our birth and it ends when we die! But if we live for others, meaning, we live for a notion and a methodology, our life will seem very long! It starts since humanity existed and it lasts until after we die.
-Syed Qutub
